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OPI1 NI ON

These appeal s are made pursuant to section
25666 of the Revenue and Taxation Code fromthe action of
the Franchise Tax Board on the protests of Allstate
Enterprises, Inc., et al., against proposed assessments
of additional franchise tax in the total anmount of
$74,504.92 for the year 1973.
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The issue presented for decision is whether
Al l state Enterprises Mortgage CbrPoration was engaged in
a single unitary business wth Allstate Enterprises, Inc.
and its other subsidiaries.

Appel lant Allstate Enterprises, Inc. (hereafter

"AE" ), is a wholly owned subsidiary of Sears, Roebuck and
Conpany. It is engaged in the business of providing
aut onobi | e and recreati onal vehicle financing and motor
club services. To conply with the statutory requirenents
of various states, AE formed several wholly owned corpo-
rations to conduct portions of its business. The remain-
der-of its businesses are operated as unincorporated
divisions. Thus, AE formed Allstate Credit Corporation
(ACC), to provide automobile financing in California,
Al |l state Motor Club (AK), to operate a motor club in
California; Allstate Enterprises Consuner D scount
Conpany gAEGD, to provide autonobile and recreationa
vehicle tinancing in Pennsylvania; and Allstate Enter-

rises Financial Corporation (AEFC), to provide autono-

ile and recreational vehicle financing in Texas,
.Oklahoma, and Indiana. Allstate Financial 'Corporation
(AFC) was formed to purchase autonobile |oan contracts
from AE, ACC, AECD, and AEFC

In 1972, AE acquired all of the assets of
National First Corporation, a-holding conpany for nort-
gage banking. AE forned Allstate Enterprises Mortgage
Corporati on (AEMC) to handl e the nortgage banking opera-
tions. AEMC, through its branch offices, worked wth
real estate salesnen to develop real estate |oan applica-
tions. AEMC processed the |oan applications and advanced
the funds necessary to make-the | oans. The conpleted
| oans were accunul ated in |large blocks and sold to
institutional investors. After selling the |oans, AEMC
serviced them for the investors by collecting the nonthly
paynents, maintaining insurance coverage, paying property
taxes, and handling foreclosures. AEMC's purpose for
originating and selling nortgage |oans was to retain the
servicing contracts, the nonthly fees fromwhich it

derived nost of its incone.

AEMC had substantial and fluctuating require-
ments for short-term noney in connection with the origi-
nating and selling of loans. As explained by appellant,’

in a typical sale of a block of |oans, AEMC first
obtainéd acommtnment from an institutional |ender to

purchase a block of |oans. AEMC then originated and
funded the nunber of |oans necessary to fulfill the
conmmi t ment . This was the point in the transacti on where
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the working capital requirenent of AEMC was at a maximum
AEMC hel d the loans usually for a period |less than sixty
days, until the necessary nunber of |oans were accunu-
lated. After the sale was conpleted, no further capita
was required by AEMC in connection with the transaction.

Prior to its acquisition by AE in 1972, AEuC
borrowed noney fromunrelated banks at a rate close to
the prime interest rate. AEMC continued borrow ng from
unrel ated banks until August, 1973. At that tinme, AEMC
reduced its borrow ng from outside banks and began to
borrow noney from AFC.  As of Decenber 31, 1973, aeMc had
$18,135,136 in notes payable, of which $16,246,748, or
89.6 percent, was payable to AFC. The interest rate paid
by AEMC to AFC was approximately equal to the rate AgMC
woul d have had to pay third parties.

AEMC had officers and directors in common with
AE and its other subsidiaries." Conmon officers and
directors included: #r. Archie Boe, chairman of the
boards of directors of AE, AEMC, and other subsidiaries
of AE; M. W Boyd Christensen, vice chairman of the
boards of directors of AE and AEMC, M. J. Allan
McNichol, vice president of AE and AMC and a nember of
the boards of directors of AEMC and AMC, M. Robert
Pelton, executive vice president, treasurer and member Of
the board of directors of AE, vice president, treasurer
and nenber of the board of directors of AMC, and nenber
of the board of directors of AEMC, M. #Mark Poss, senior
Vi ce president ‘andnmenber of the board of directors of
AE, nmenber of the board of directors of AEMC, and an
of ficer and/or board menber of ATC, AMC and AEFC, M.
Donal d Hansen, president and nmenber of the board of
directors of AEMC and a vice president of AE;, M. Edward
Noha, executive and nenber of the board of directors of
AE, nmenber of the board of directors of AEMC, and vice
resident and nenber of the board of directors of AX
. Robert B. Sheppard, president and nenber of the board
of directors of AE and a nenber of the boards of direc-
tors_of AEMC, AMC, and AECD, M. Mron Resnick, secretary
of AEMC, AFC, AMC, and AECD.

During the appeal year, AEMC paid AE $108, 000
which was designated a managenent fee. 1nits reply to
respondent's request for information during the audit,

appel l ant stated that the fee was paid in accordance with
a managenent agreenent between AE and AEMC for the

follow ng services:
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(1) advi-ce.and consultation concerning financial con-
trols, budget analysis, management of accounting func-
tions, profit planning, and reconmendations on changes in-

procedur es;

(2) advice and consul tation concerning nmet hods of
collecting, safeguarding and disbursing cash used in the

conduct of operations and arrangi ng sources of credit;

(3) advice and consultation concerning all phases of

busi ness related to obtaining, originating, selling, and
servicing real estate |oans and related products;

(4) assistance and gui dance concerni ng personnel
matters:

(5) performance of- managenent and admnistrative func-
tioning as directed by AEMC's board of directors; and

(6) advice and consultation concerning other admnistra-
tive and technical functions reasonably requested by

AEMC.

AEMC shared facilities with Dayton Equities, a
subsidiary of AE. AEMC's federal and state incone tax
returns were prepared at AE's corporate offices in
Nor t hbrook, Il1linois.

When a taxpayer derives income from sources
both within and without California, it is required to
neasure its California franchise tax liability by its net
inconme derived fromor attributable to sources within
this state. (Rev. & Tax. Code, § 25101.) If the tax-
payer is engaged in a unitary business, the amunt of
inconme attributable to California sources nust be deter-
m ned- by applying an apportionnent forrmula to the total
i ncome derived fromthe conbined unitary operations.

(See Edison California Stores, Inc. v. McColgan, 30
Cal.2d 472 [183 P.2d 16] (1947).) If, however, the
business within-this state is truly separate and distinct
fromthe business without the state so that the segrega-
tion of incone may be nade clearly and accurately, the
separate accounting nethod may properly be used. (Butl er
Bros. v. McColgan, 17 Cal.2d 664, 667 [111 P.2d 334]
(1841), a o 5 U S. 501 [86 L.Ed. 991] (1942).)

The existence of a unitary business is estab-
lished if either of two tests is net. (#pgeal of
F. W Wolworth Co., Cal. St. Bd. of Equal., July 31,
197Z2.)  The California Supreme Court has determ ned that
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the existence of a unitary business is established by the
presence of: (1) unity, of ownership; (2) unity of opera-
‘“tion as evidenced by central purchasing, advertising,
accounting and managenent divi sions; and (3) unity of use
inits centralized executive force and general system of
oper at i on. (Butler Bros. v. _McColgan, supra, 17 Cal.2d
at 678.) The court has also stated that a business is
unitary when the operation of the portion of the business
done within California is dependent upon or contributes
to the operation of the business outside California.
(Edison California Stores, Inc., supra, 30 Cal.24 at
438T.)

Respondent argues that the operations of AEMC
were unitary with the AE group under both of these two
tests. I n support of its argunent that the contribution
and dependency test is satisfied, respondent points to a
central i zed nanagenent, the nmanagenent agreenent between
AE and AEMC, shared know how, centralized financing, and
a conmon nare.

Wth respect to centralized managenent, the
record shows that seven of AEMC's 'board nembers were also
members Of the boards of directors of other Allstate
conpanies. Two of its officers were officers of AE  1Its
presi dent, Mr. Hansen, was a vice president of AE. Mron
Resni ck, secretary of AEMC, was also the secretary of
AFC, AMC, and AECD. There is also the natter of the
$108, 000 managenent fee AEMC paid AE during the appeal
year. In its brief, appellant clains that the $108, 000
did not constitute a fee for nanagenent services, but
rat her was conpensation to AE for the use of personnel
functional ly enployed by AEMC, although noninaII%
enpl oyed by AE. Appellant explains that after the acqui~
sition of AEMC, M. Hansen, a vice president of AE, was
chosen to be president of AEMC. Although M. Hansen
retained the title of AE vice president, he did not func-
tion in that capacity after his nove to AEMC. M. Thonss
Davi s, another enployee of AE, also becane an officer of
AEMC at that time by assum ng the duties of executive
vice president and treasurer. |n addition to M. Hansen
and M., Davis, several other individuals |eft other
Al [ state conmpanies to work at AEMC.  According to appel -
lant, although these individuals began working full Pine
at AEMC, they continued on the payroll of AE and AE
billed AEMC for their services, denomninating the anounts
billed as managenent fees. Thus, appellant contends t hat
t he $108,000 was conpensation to AE for the use of
personnel . functionally enployed full tinme by AEMC rather
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than a fee for management services from Ag's own execu-
tive force.

Appel lant' s expl anation does ndt explain why
t hese AEMC engloyees were on AE's payroll when they had
ceased all job responsibility for Az and worked full time
for AEMC, or why, If they were full-tinme enployees of
AEMC, they were part of a nanagenent agreenment between A3
and AEMC. Finale, appel l ant does not explain why it
docunmented to respondent that the $108, 000 was payment
made for advice and consultation concerning such matters
as all phases of business related to obtaining, origina-
ting, selling, and servicing real estate |oans, financia
controls, and nethods of collecting and disbursing cash
used in the conduct of operations. Rather, the record
shows the existence of interconpany transfers of key
personnel who had ties with both AE and AEMC, common
officers, and common directors. W find these factors to
be evidence of an integrated managenent.

W have previously held that where nenbers of
an affiliated group share comon officers and directors
whil e engaging in the same type of-business, a reasonable
inference can be drawn that the affiliated group
benefited from the exchange of significant information.
(Appeal of Maryland Cup Corporation, Cal. St. Bd. of
Equal ., Narch 23, 1970; Appeal of Anchor Hocking {d ass
Corporation, Cal. St. Bd. of Equal., Aug. 7, 1967.) [The
busi nesses need not be exactly the sane. (See Appeal of
Credit Bureau Central, Inc., Cal. St. Bd. of Equal.

Feb. 2, 1981.) TIn the present case, both AE and AEMC
were concerned with making | oans and the acconpanyi ng
functions of credit analysis, noney managenent, collec-
tion, and foreclosure or repossession. n response to
respondent’'s question pertaining to shared know how,
appel I ant st at ed:

The individuals enployed by AE who provided
advi ce and consultation to” AEMC did not have

previ ous experience with real estate |oans.
However, they did have substantial experience
with a financing business (AE) and with noney
managenent . Because of this experience, these
i ndividuals were able to assist AEMC with
financial problems which were simlar to

probl ens they encountered at AE.

(Resp. Br., Ex.3.)
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These simlarities, coupled with the high degree of
integration in the executive forces of the affiliated

group, create an inference of shared know how.  (Appeal
of Credit Bureau Central, Inc., supra.)

A third area of contribution and dependency can
be seen in the |oans made to AEMC by AFC. Al though AEMC
coul d have used at least five different banks to secure
loans at apEroxinater the sane rate it paid AFC, appel-
| ant has acknow edged that it was far nore convenient for
AEMC to centralize the loans with AFC. As described by
aB?e[Iant, when AEMC sold a block of loans, it had to
obtain the actual notes fromthe lenders in order to
transfer themto the purchasers. It was nuch easier to
secure notes fromone | ender than fromfive | enders
located in different parts of the country. In addition,
there were fewer conmmuni cation problens and there was
| ess paperwork with only one lender. (Resp. Br., Ex. 3.)
AFC al so made | oans to AE, ACC, and AECD. [t did not
make any | oans to custoners outside the Allstate group in
1972 or 1973.  Thus, beIonginP to the Allstate. group gave
AEMC a conveni ent guaranteed [ender which is a signifi-
cant contribution In a business where |oaning nortgage
funds was an essential part of AEMC's primary business of
servicing the loan contracts.

Lastly, the nane Allstate was used by all the
corporations in the conbined group. The use of a conmon
nane is a unitary factor, (Appeal of Data Ceneral
Corporation, Cal. St. Bd. of Equal., July 26, 1982),
particualarly here , where tne name used i$ widely recog-
nized. W believe that the conbination of centralized

managenment, shared knowhow, centralized financing, and
useé of a common, nationally-known nane show contribution
and dependency between AEMC and AE and its other
subsi di ari es.

The three unities test for a unitary business

is also met in this case. AEMC is a wholly owned subsi d-
iary of AE, so there is unity of ownership. Unity of
opefation 1s present in the centralized financing,

managenent services, transfer of gersonnel, common nane,
and preparation of tax returns. he unity of use prereg-

uisite is satisfied by a centralized executive force as
we di scussed under thée contribution and dependency test.

Appel  ant argues that these unitary factors did

not materially affect the earnings of AEMC or AE and its.
ot her subsidiaries and therefore there was no "quantitative
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substantiality." In the Appeal of Scholl, Inc., after
describing the two tests for unity, we stated:

Implicit in either test, of course, is the

requi rement of quantitative substantiality.
[Gitations.] In other words, corporations are

engaged in a unjtar% busi ness within the scope
of either test -if, because of the wunitary

features, the earnings of the group are

materially different from what they would have
been if each corporation had operated w thout
the benefit of its unitary connections with the

ot her corporations.

(Appeal of Scholl, Inc., Cal. St. Bd. of Equal.
Sept. 27, 1978.)

Appel lant interprets this |anguage to nean that a nmeasur-
abl e earnings increase nust be shown for quantitative
substantlallt% to be present. W answered this sane
argunment in the Appeal of Saga Corporation, decided by
this board on June 29, 1982, where we stated:

[A] discrete and measurable ear-nings increase
from each corporation in the group is not
necessary. ...

The concept of "quantitative substantial -
ity" merely distinguishes between those cases
in which unitary labels are applied to transac-
tions and circunstances which, upon exam nation,
have no real substance, and those in which the
factors involved show such a significant inter-
relationship anmong the related entities that
they all must be considered to be parts of a
single integrated econonic enterprise. Each
case must be decided on its own particular
facts; where, as here, the taxpayer is contest-
ing respondent's determnation of unity, it
nmust prove by a preponderance of the evidence
that, in the aggregate, the unitary connections
relied on by respondent are so lacking in
substance as to conpel the conclusion that a
single integrated econonmic enterprise did not
exi st.

We do not believe that the unitary connections
bet ween AEMC and AE and its other subsidiaries were
|l acking in substance. As discussed above, we find that
t he conpani es operated with such contribution and
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dependency that respondent's determnation of unity must
be sustai ned.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in these proceedings, and good cause
appearing therefor,

| T I S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protests of Allstate Enterprises, Inc., et al., against
proposed assessnents of additional franchise tax in the
total anount of $74,504.92 for the year 1973, be and the
same i S hereby sustained.

Done at Sacranento; California, this 14th day
of Novenber, 1984, by the State Board of Equalization
with Board Menbers M. Nevins, Mr. Dronenburg, M. Collis
and M. Bennett present.

Ri chard Nevins , Chai rman
Ernest J. Dronenburg, Jr. _ Menber
Conway H. Collis . Menber
WIlliam M Bennett , Member

, Member
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